Taking first differences of Equation (1 2. Data from free-floating exchange rates traditionally provides evidence against uncovered interest parity (see, for instance, the surveys by Hodrick (1987) and Boughton (1988) ). Svensson (1992) , however, has shown that risk premia for currencies regulated within a relatively small target zone are likely to be small: even for extreme parameter values and for currencies subject to realignment risk, the premium should "be not greater than 1/5 of the whole interest-rate differential. Thus, apparent interest parity failures for ERM currencies are more likely to reflect a "peso problem", i.e., investors' expectation of large realignments that may or may not occur in any given sample. The technique described in the text is aimed precisely at measuring investors' expectations of these infrequent events. Svensson (1993) 5. Classical statistical analysis is appropriate for diagnostics: the position of the exchange rate in the band is defined over a finite interval, and is therefore stationary (although it will generally be serially correlated). Similarly, interest differentials among industrial countries are well known to be stationary (for Ireland, see Walsh (1993) and Honohan and Conroy (1994)).
6. The shift dummies may capture effects other than the institutional changes they are designed for. The significance of the "lira dummy" in the Dutch guilder model, for instance, is more likely to capture the regime shift induced by the ERM crisis in September 1992 than the effects of the withdrawal of the lira from the system on the guilder.
The results of the estimation are reported in Table 1 
V COMPETITIVENESS AND DEVALUATION EXPECTATIONS SINCE 1987
The standardised real effective exchange rate (REER) of the Irish pound, based on Ireland's and its partners' consumer price indices, is plotted in Figure 3 from February 1987 to July 1993.
8
The country weights used to compute the real exchange rate index are reported in Table 4 . 8. Price data is from the International Financial Statistics of the IMF. When unavailable, as in the case of Ireland, monthly series were obtained as weighted moving averages from the quarterly series. Since most of the within-quarter variability of real exchange rates is caused by changes in exchange rates (rather than by changes in prices), this approximation seemed preferable to moving to quarterly frequency, or using wholesale-price deflators (which are usually of much poorer quality than consumer price deflators). 
12
The competitiveness weights y reported in Table 4 12. All exchange rates in Equations (6) and (7) are defined in terms of currency N (the Deutsche mark), so that (xrjt -x it) gives the (log) exchange rate of the Irish pound with currency i.
13. As shown in Table 4 , 90 per cent of Ireland's trade is accounted for by including in the sample the six ERM currencies studied in Section III, the dollar and the yen (in addition to the reference Deutsche mark). Table 5 ; model (2) uses actual inflation; model (3) assumes constant inflation differentials, so that the model reduces to 1 with nominal expected devaluations. N is the number of observations. Estimation is by OLS, except as noted. The lagged composite expected devaluation rate was used as an instrument for the corresponding contemporaneous term in the IV estimation. Newey-West-corrected standard errors are reported in parenthesis.
as an error-correction model for nominal exchange rates. Table 6 shows that the three models produced very similar results. for European exchange rates after the 1992-93 crisis will certainly follow. 15 
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